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On remand from the  Arizona  Court
ofAppe a ls , No. 1 CA-CC 05-0002

9

IN THE MATTER OF THE APPLICATION OF
CHAPARRAL CITY WATER COMPANY, AN
ARIZONA CORPORATION, FOR A
DETERMINATION OF THE CURRENT FAIR
VALUE OF ITS UTILITY PLANT AND
PROPERTY AND FOR INCREASES IN ITS
RATES AND CHARGES FOR UTILITY
SERVICE BASED THEREON.

S TAFF'S  CLOS ING BRIEF
R E MAND P R O C E E DING
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11

On Augus t 24, 2004, Cha pa rra l City Wa te r Compa ny ("Cha pa rra l City" or "Compa ny") file d

13 a n a pplica tion for a n incre a s e  in ra te s . In tha t proce e ding, the  Compa ny a s ke d for a n incre a s e  in
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14 re ve nue s  of $ l,773,09l, a  28.59 pe rce nt incre a s e . By contra s t, S ta ff re comme nde d a  re ve nue

15 incre a se  of $809,692, a  13.05 pe rce nt incre a se . On S e pte mbe r 30, 2005, the  Commiss ion is sue d

16 De cis ion No. 68176, which gra nte d the  Compa ny a n incre a se  in re ve nue s  of $l,l07,620, a n incre a se

17 of 17.86 percent.

The re a fte r, the  Compa ny a ppe a le d the  Commis s ion 's  de cis ion to  the  Arizona  Court of

19 Appe a ls , a s s e rting prima rily tha t the  Commis s ion ha d not use d the  Compa ny's  fa ir va lue  ra te  ba se

20 ("FVRB") whe n de te rmining its  ra te s . The  Court of Appe a ls  a gre e d with the  Compa ny, in pa rt, a nd

21 remanded the  case  to the  Commiss ion. The  hea ring on tha t remand was  he ld on January 28 and 29,

22 2008. Arizona  Corpora tion Commis s ion S ta ff ("S ta fF') he re by file s  its  Clos ing Brie f in tha t re ma nd
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23 proceeding.

24 1. B AC KG R O UND.

25 As  a  he a ring on re ma nd from the  Court of Appe a ls , th is  ca s e  is , in  s ome  re s pe cts , the

26 finishing chapte r to the  Colnpany's  la s t ra te  case . Accordingly, the re  a re  ce rta in a spects  of tha t case

27 tha t frame the  issues  to be  addressed in this  proceeding.

28
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A. In  Th a t  P ro c e e d in g , Th e  Co m m is s io n  Re je c te d  Th e  Co m p a n v' s  P ro p o s e d
Me thodo logv For De te rmin ing  The  Fa ir Va lue  Ra te  Of Re tu rn .

[t]he ra te  of re turn me thodology and resulting revenue  increase  proposed
by Chaparra l City would produce  an excess ive  re turn on FVRB.3

In the  ra te  case , the  Company sugges ted tha t the  Commiss ion adopt 8.2 as  the  fa ir va lue  ra te

4  o f re tu rn  ("F vR o R "). ' Unde r this  propos a l, the  Compa ny s ugge s te d us ing its  re comme nde d

5 we igh te d  a ve ra ge  cos t o f ca p ita l ("WACC") a s  its FVROR. In e va lua ting the s e  is s ue s , the

6 Commiss ion re jected the  Company's  proposed WACC of 8.2 as  excess ive  and ins tead adopted 7.6 as

7 the  a ppropria te  WACC.2 More  importa nt, howe ve r, the  Commis s ion a ls o re je cte d the  conce pt of

8 us ing the  WACC as  the  FVROR. As  the  Commiss ion concluded,

9

10

11 B.

12

In Decision No. 68176. The Commission Recognized That The WACC Should Not
Be Adopted As The FVROR And That An Adjustment To The WACC Is
Necessarv In Order To Arrive At Just And Reasonable Rates.

1 3

14 The  Commis s ion a dopte d 7.6 pe rce nt a s  the  WACC a nd conclude d tha t the  7.6 pe rce nt

15 WACC trans la te s  into a  6.36 pe rcent FVROR on FvRB.4 The  concept of a  downward adjus tment to

16 the  WACC for applica tion to a  FVRB is  cons is tent with e s tablished theorie s  of finance . See  Exh. S -

17 R2. In De cis ion No. 68176, the  Commis s ion a ccomplis he d this  downwa rd a djus tme nt by us ing a

18 me thod tha t it ha s  re lied on repea tedly to adjus t the  WACC: the  so-ca lled "backing-in" me thod. See

1 9  Litch fe ld  P a rk v. Arizona  Corp. Comm 'n, 178 Ariz. 431, 435, 874 P .2d 988, 992 (App. 1994). The

20 Court of Appe a ls  ultima te ly de te rmine d tha t the  "ba cking-in" me thod is  not cons is te nt with the

21 Arizona  Cons titution a nd criticize d it a s  a  "supe rfluous  ma the ma tica l e xe rcis e ." Cha pa rra l City v.

22  Arizona  Corp . Comm 'n , CA-CC 05 -0002 , a t 14 ,  11  17  (Ariz .  App . 2007 ) (Unpub lis he d ).

23 None the le s s , the  court did not pre s cribe  a ny pa rticula r me thod by which the  Commis s ion mus t

24 de te rmine  the  Company's  FVROR.

1

25

2 6 'Exp. A-R6 a t 16:10-11.
2 rd. at 16:27-28.

2 7 3 Id. (emphasis  added).

28 4 Exh. A_R6 at 28.
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c. Alth o u g h  Th e  Co u r t  Of Ap p e a ls  Cr it ic ize d  Th e  "Ba c k in g -In "  Me th o d , It
Re c ogn ize d  Tha t It Fa lls  To  The  Com m is s ion  To  De te rm ine  An  Appropria te
FVROR.

4
Significantly, the  Court of Appeals  expressly recognized tha t the  Commission is  not required

to adopt the WACC as the FVROR:
5

6 If the  Commiss ion de te rmines  tha t the  cos t of capita l ana lys is  is  not the
appropria te  me thodology to de tennine  the  ra te  of re turn to be  applied to
the FVRB, the Commission has the discretion to determine the appropriate
methodology.5

7

8

9 Furthe rmore , the  court did not in a ny wa y criticize  the  Commiss ion's  conclus ion tha t the

10 Company's  proposed methodology would result in an excess ive  re turn on FVRB, nor did it criticize

l l the  Commiss ion's  de te rmina tion tha t it is  necessa ry to adjus t--pr trans la te -the  WACC in orde r to

12 determine an appropriate FVROR.

The  court's  de te nnina tion wa s  limite d to a  criticism of how the  Commiss ion ca lcula te d its

14 a djus tme nt to the  WACC-not whether the  Commission may undertake  such an adjustment. At this

15 point in these  proceedings, then, the  question becomes how to determine the  appropria te  downward

16 adjustment, not whether to undertake such an adjustment.

17

13

D.
18

The Issue Before The Commission In This Remand Proceeding Is How To
Appropriately Adjust The WACC In Order To Arrive At An Appropriate
FVROR.

19

20 S ta ff ha s  offe re d two propos a ls  in this  proce e ding: the  firs t re s ults  in a  FVROR of 6.34

21 percent and the  second, in a  FVROR of 6.54 pe rcent.6 RUCO ha s  sugge s te d a  FVROR of 5.6

22 pe rce nt.7 Ea ch of the  S ta ff a nd RUCO witne s se s  s e ts  forth va rious  proposa ls  for a ppropria te ly

23 adjus ting the  WACC for applica tion to a  FVRB. Although the  methods  underlying these  proposa ls

24 diffe r, they a ll begin with the  premise  tha t the  WACC must be  adjus ted downward for applica tion to

25 a  FVRB. This  is  consis tent with es tablished principles  of financia l theory:

26 It is  cle a r tha t the  cos t of ca pita l will diffe r from the  fa ir ra te  of re turn if

27

28

5 Cha pa rra l City a t 13, 1] 17.
6 Exp. R_s 5 at 6, 9.
7 Exh. R-R1 at 40.
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the  de finition of ra te  ba s e  is  not cons is te nt with the  de finition of tota l
ca pita l us e d in ca lcula ting the  cos t of ca pita l. The  fa ir ra te  of re turn will
va ry, de pe nding upon the  me thod use d in ca lcula ting the  ra te  ba se . If a n
orig ina l cos t ra te  ba s e  is  us e d , the  fa ir ra te  o f re tu rn  will e qua l the
we ighte d a ve ra ge  cos t of the  utility's  cos t of de bt, pre fe rre d s tock, a nd
e quity, with e a ch of the s e  cos t ra te s  be ing ca lcula te d on the  ba s is  of
origina l cos t. C o n ve rs e ly,  in  o rd e r fo r th e  u tility to  b e  g ive n  a n
opportunity to ca m the  s a me  dolla r cos t of ca pita l from a  fa ir va lue  ra te
ba s e , the  a ppropria te  fa ir re turn  will d iffe r from tha t which  would  be
applied to an original cost ra te  base .8

7

8

9

10

11

1 2

1 3

The  Compa ny sugge s ts  tha t the  Commiss ion a dopt the  WACC de te rmine d in De cis ion No.

68176, without a djus tme nt, a s  the  FVROR. In its  te s timony, the  Compa ny dis cus s e s  a t le ngth its

ra tiona le  for us ing the  WACC a s  the  FVROR.9 The  Compa ny's  propos a l, howe ve r, ca nnot be

re concile d with the  Commiss ion's  pre vious  de cis ion or the  Court of Appe a ls ' de cis ion. S pe cifica lly,

the  Cormniss ion ha s a lre a dy de te rmine d tha t the  Compa ny's  propos e d me thodology will le a d to

e xce ss ive  re turns , Exh. A-R6 a t 27-28, a nd the  Court of Appe a ls  ha s  ne ithe r criticize d tha t spe cific

14 conclus ion nor re quire d the  Commiss ion to unde rta ke  a ny spe cific me thodology whe n de te miining

15 the  fa ir va lue  ra te  of re turn.]0 In light of the  Commiss ion's  pre vious  de te rmina tion, the  Compa ny's

1 6

1 7

te s timony is  la rge ly irre levant and is  ce rta inly not a imed a t a ss is ting the  Commiss ion in deve loping a

me thod for a djus ting the  WACC tha t will both comport with the  Arizona  Cons titution a nd le a d to a

reasonable  re turn.
1 8

1 9

20

2 1

22

The  Compa ny points  out tha t the  Court of Appe a ls ' de cis ion va ca te d De cis ion No. 68176,

the reby a rguably vaca ting a ll the  Commiss ion's  findings , including the  conclus ion tha t the  Company's

proposed FVROR me thodology will le a d to e xce s s ive  re turns .11 The  Compa lly's  a pproa ch to this

remand proceeding, however, would appea r to undermine  this  a rgument. For example , the  Company

23 initia lly chose  to forego tiling te s timony, e lecting ins tead to file  only schedules  based on the  a sse rtion

24 tha t the  is s ue s  on re ma nd we re  na rrow. Exh. A-R3 a t 5 , ll. Furthe rmore , the  Compa ny ha s  not

25
readdressed in the  remand proceeding the  host of issues  disposed of by Decis ion No. 68176, nor has

26

2 7

2 8

8 Exh. S-R2 at 32.
9 S e e  ge ne ra lly E xh .  A-R 7 .
10 C h a p a rra l C ity a t 13, 1117.
11 Tr. at 232-38.
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it s ought a ny s pe cia l dis pe ns a tion by the  Commis s ion to continue  to cha rge  the  ra te s  a uthorize d by

tha t de cis ion. S e e  Tr. a t 260-61. The s e  a ctions  by the  Compa ny s e rve  a s  a n implicit re cognition tha t

the  portions  of De c is ion  No. 68176 tha t we re  not c ritic ize d  by the  Court of Appe a ls  re ma in , for a ll

pra ctica l purpos e s , undis turbe d. Accordingly, the re  is  no re a s on for the  Commis s ion to re cons ide r a ll

o f its  p re vious  find ings , inc lud ing  the  c onc lus ion  tha t the  Compa ny's  p ropos e d  me thodo logy fo r

de te rmining FVROR will le a d to e xce s s ive  ra te s .
7

11. IN THIS PROCEEDING, THE COMMISSION SHOULD ADOPT A FVROR THAT
FALLS BETWEEN 6.34-6.54 PERCENT.

8

9

10

11 the  firs t re s ults  in a  FVROR of 6.34 pe rce nt, a nd the  s e cond re s ults  in a  FVROR of 6.54 pe rce nt.

12

Staff has recommended two methodologies for the Commission's consideration in this matter:

The analysis underlying both alternatives begins with the recognition that a WACC developed

13 for application to an original cost rate base ("OCRB") should not be applied to a FvRB.'2

14

The

WACC is specifically designed to apply to an OCRB. Id. This is the case because the WACC "is
15

16
de rive d  from the  lia b ilitie s /owne rs ' e qu ity s ide  of the  ba la nce  s he e t us ing  the  book va lue s  of the

17 capital structure components." Id. The WACC is then applied to the rate base, which is derived from

18

19 testimony,

20

the  a s s e t s ide  of the  ba la nce  s he e t, i.e ., the  OCRB. Id. As  S ta ff witne s s  P a rce ls  s ta te d in his  dire c t

21

22

[from a financial perspective, the rationale for this relationship is that the
rate base is financed by the capitalization. Under this relationship, a
provision is provided for investors (both lenders and owners) to receive a
return on their invested capital. Such a relationship is meaningful as long
as the cost of capital is applied to the original cost (i.e., book value) rate
base, because there is a matching of rate base and capitalization.13

Applying the WACC to the FVRB, as the Company proposes, breaks the link between OCRB

25 and WACC. Id. Again, as Staff witness Parcell has stated,

23

24

26

27

28
12 Exh. S-R5 at 4..

13ld.
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[t]he  amount of fa ir va lue  ra te  base  tha t exceeds  origina l cos t ra te  base  is
not fina nce d with inve s tor-supplie d funds  a nd, inde e d, is  not fina nce d a t
a ll. As  a  re s u lt,  a  cu s to ma ry co s t o f c a p ita l a n a lys is  c a n n o t b e
automa tica lly applied to the  fa ir va lue  ra te  base  s ince  the re  is  no financia l
link between the  two concepts.14

4 Sta ff witness  Pa rce ll recommended modifying the  WACC, through the  capita l s tructure , to recognize

5
the  "Fa ir Va lue  Incre me nt," i.e ., tha t d iffe re nce  be twe e n the  FVRB a nd the  OCRB tha t is  not

6 fina nce d with inve s tor-supplie d ii1nds .l5 By ide ntifying this  "Fa ir Va lue  Incre me nt," S ta ff wa s  a ble

7 to sugges t a  "fa ir va lue  capita l s tnlcture" by which to then de te rmine  the  FVROR.

8 A. S ta ffs  Firs t Alte rn a tive .

9

10

11

Be ca us e  the  Fa ir Va lue  Incre me nt is  not fina nce d with inve s tor-s upplie d funds , it is  logica l

and appropria te  from a  financia l s tandpoint to a ssume tha t the  Fa ir Va lue  Increment has  no financing

cos t. Exh. S -R5 a t 5. S ta ffs  firs t a lte rna tive  the re fore  a pplie s  a  ze ro cos t-ra te  to the  Fa ir Va lue

12 Incre me nt. Id. a t 5-6.

13

14

15

16

The  Company a rgues  tha t the  S ta ff's  firs t a lte rna tive  produces  re sults  tha t a re  identica l to the

"ba cking-in" me thod a nd tha t the  Commiss ion should the re fore  re je ct it. S ta ff a cknowle dge s  tha t, in

the  context of this  remand proceeding, the  firs t a lte rna tive  produces  the  same  re sult in an a lgebra ic

se nse  a s  the  "ba cking-in" me thod. S e e  Exh. A-Rl4. Howe ve r, this  doe s  not me a n tha t the  two

17
me thods  will a lwa ys  produce  ide ntica l re s ults . Additiona l in te ra ctive  impa cts  of S ta ff's firs t

18

19

20

a lte rna tive  for de te rmining the  FVROR on othe r e le me nts  of the  re ve nue  re quire me nts  mode l ma y

we ll ca use  a dditiona l diffe re nce s . Id. Furthe rmore , a s  a  pra ctica l ma tte r, whe n norma l rounding of

numbe rs  is  a pplie d in the  conte xt of ca lcula ting a  utility's  re ve nue  re quire me nt, the  re sults  of S ta ff's

21 firs t a lte rna tive  a nd the  "ba cking-in" me thod will not a lwa ys  be  ide ntica l. Id. The  te s ting tha t S ta ff

22 ha s  pe rforme d, e xa mple s  of which  a re  a tta che d  to  S ta ff's  s urre butta l te s timony, s hows  tha t

23 diffe rences  in result occurred and, in some ins tances , were  quite  substantia l. Id.

24 De spite  the  conclus ion tha t, within the  conte xt of this  ca se , S ta flfls  firs t a lte rna tive  produce s

25 the  s a me  re sult a lge bra ica lly a s  the  "ba cking-in" me thod, S ta flf"s  firs t a lte rna tive  s till de se rve s  the

26
Commiss ion's  cons ide ra tion. Id. As  S ta ff witne ss  Pa rce l] s ta ted,

27

28
14 Id.
15 Id. at 5 .
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7 perce ived the  Commiss ion to be  de te rmining ra tes  by us ing an OCRB,

8

[f]rom a  fina ncia l a nd e conomic pe rs pe ctive , it doe s  not ma tte r whe the r
the  ra temaking impact of us ing S ta ff"s  firs t a lte rna tive  is  nea rly the  same ,
or e ve n e xa ctly the  s a me , a s  the  "ba cking-in" me thod. Cha pa rra l City
seems to conclude  tha t these  nearly identica l results  mean tha t S ta flf"s  firs t
a lte rna tive  is  a  supe rfluous  ma thema tica l exe rcise , a s  the  court used tha t
te rms  in the  Cha pa rra l City case. I do not a gre e  with  this  conclus ion
because  S ta flf"s  firs t a lte rna tive  express ly cons ide rs  how to independently
ca lcula te  a nd de te rmine  the  FVROR. By contra s t, my unde rs ta nding,
from a  non-le ga l pe rspe ctive , is  tha t the  court in the  Cha pa rra l City ca se

and
the n de te rmining the  FVROR a s  a  fa ll-out numbe r, 1 .e ., without a ny
inde pe nde nt a na lys is . Th is  is  n o t th e  c a s e  with  e ith e r o f S ta ff" s
proposals. 16

9

1 0

1 1

1 2

For the  re a s ons  s ta te d in the  dire ct a nd s une butta l te s timony of S ta ff witne s s  P urce ll, S ta ffs  firs t

a lte rna tive  is  s upporte d by e s ta blis he d principle s  of e conomics  a nd fina nce  a nd is  the re fore  a n

appropria te  me thod for de te rmining the  Company's  FVROR. See  Exh. S-R5 a t 4-6.

1 3 B. S ta ffs  S e c ond  Alte rna tive .

1 4

1 5

1 6

If the  Commiss ion we re  to de te rmine  tha t it is  appropria te  to apply a  re turn grea te r than ze ro

to the  Fa ir Va lue  Incre me nt, the  prope r cos t-ra te  should be  no la rge r tha n the re a l ris k-fre e  ra te  of

re turn. Id. a t 7. For purposes  of this  ana lys is , S ta ff de te rmined the  rea l risk-free  ra te  of re turn to be

17 2.5 pe rce nt. Id. a t 8.

1 8 In fina ncia l te rms , a  risk-tre e  re turn is  a  re turn on a n inve s tme nt tha t conie s  little  or no risk.

1 9 Id. a t 7. Ris k-fre e  inve s tme nts  a re  unive rs a lly de fine d a s  Unite d S ta te s  Tre a s ury S e curitie s , a nd

20 short-te rm ma turitie s  a re  usua lly use d a s  the  risk-fre e  ra te . Id. Ba s e d upon both re ce nt his torica l

2 1

22

yie lds  a nd fore ca s te d yie lds  for Unite d S ta te s  Tre a s ury S e curitie s , S ta ff used 5.0 pe rcent a s  the

nomina l risk-fre e  ra te . Id.

23

24

25

26

The  re a l ris k-tre e  ra te  is  s imply the  nomina l ris k-fre e  ra te  le s s  infla tion. Id. For purpos e s  of

de ve loping a  cos t-ra te  for the  Fa ir Va lue  Incre me nt, it is  importa nt to use  the  re a l risk-fre e  ra te , a s

oppos e d to the  nomina l ris k-fre e  ra te , be ca us e  the  Fa ir Va lue  Incre me nt a lre a dy incorpora te s

infla tion. Id. a t 8. Ba se d upon the  Consume r P rice  Inde x ("CP I") for 2006 a nd fore ca s ts  of the  CP I

27

2 8
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6

for 2007-08, S ta ff used 2.5 pe rcent a s  the  infla tion ra te . Id. S ta ff then computed a  rea l risk-free  ra te

of 2.5 pe rcent (5 pe rcent - 2.5 pe rcent = 2.5 pe rcent). Id.

For its  a lte rna tive  re comme nda tion  fo r the  Compa ny's  fa ir va lue  ra te  o f re tu rn , S ta ff

de ve lope d a  ra nge  for the  Fa ir Va lue  Incre me nt with a  ma ximum of 2.5 pe rce nt a nd a  minimum of

ze ro. Id. a t 8-9). S ta ff the n chos e  the  midpoint of tha t ra nge  (1.25 pe rce nt) a s  its  propos a l. Id. As

Staff witness  Parce ll s ta ted,
7

8

9

10

[t]h is  Fa ir Va lue  Incre me nt re turn  is  in  a ddition  to  the  re turn  tha t the
Company's  inves tors  a lready ea rn on the ir inves tment in the  Company. In
this  sense , an above-zero cost ra te  for the  fa ir va lue  increment represents  a
bonus  to the  Compa ny tha t would ha ve  to find its  jus tifica tion in policy
cons ide ra tions  ins tead of in pure  economic or financia l principle s , for tha t
re a son, the  se le ction of a n a ppropria te  cos t ra te  within this  ra nge  should
fa ll to the  Commiss ion's  discre tion.11

Id.
12

13 111. RELEVANT CAS E-LAW S UP P ORTS  S TAFF'S  P ROP OS ALS .

14 In this  proce e ding, the  Compa ny ha s  ofte n re fe rre d to the  following quota tion firm Arizona

15 Corp. Comm 'n v. Arizona Water Co., 85 Ariz. 198, 203, 335 P.2d 412, 415 (1959):

16

17

18

The  a mount of ca pita l inve s te d is  imma te ria l. Unde r the  la w of fa ir va lue
a  utility is  not e ntitle d to fa ir re turn on its  inve s tme nt, it is  e ntitle d to a  fa ir
re turn on the  fa ir va lue  of its  prope rtie s  devoted to the  public use , no more
and no le ss . It ha s  been s ta ted tha t unde r this  te s t it makes  no diffe rence
whe the r the  utility 'bought it, re ce ive d it a s  a  gift, or won it in a  lotte ry.

19

20

21

22

ZN

24

25

(quoting Pe ople s  Na tura l Ga s  Co. v. Pe nnsylva nia  Public Util. Comm 'n, 153 PaSuper. 475, 34 A.2d

375 , 381  (l943)). The  is s ue  in the  Arizona  Wa te r ca s e , howe ve r, wa s  how to  de te rmine  a n

a ppropria te  FVRB. By contra s t, the  is s ue  in this  proce e ding is  how to de te rmine  a n a ppropria te

FVROR. Although Arizona  ca s e s  do not s pe cifica lly a ddre s s  this  que s tion, ca s e s  from othe r

jurisdictions  support the  approach tha t S ta ff has proposed.

In Re  Ha rbour Wa te r Corpora tion," the  India na  Utility Re gula tory Commis s ion ("IURC")

described the  problems associa ted with de te rmining a  FVROR:
26

27

28 17 Re Harbour Water Corporation,2001 WL 170550 (Ind. U.R.C.), (unpublished).
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As the  Commiss ion has  frequently noted, the  capita l s tructure  is  re la ted to
the  book va lue  of utility prope rty. The re fore , the  cos t of ca pita l ca lcula te d
in the  ma nne r a bove , is  re la te d prima rily to a n origina l cos t de pre cia te d
ra te  b a s e .  If th e  fa ir va lu e  ra te  b a s e  re fle c ts  th e  cu rre n t va lu e  o f
P e titione r's  u tility p rope rty,  a s  it mus t,  de te rmin ing  a  fa ir re tu rn  by
multiplying the  cos t of ca pita l, including a  cons ide ra tion of pros pe ctive
infla tion by a  fa ir va lue  ra te  ba s e , which include s  his toric infla tion, may
ove rs ta te  the  re quire d  re turn  by re fle cting infla tion twice . In  orde r to
avoid any such redundancy, it is  necessa ry to make  an acnus tment to the
cos t of ca pita l in a rriving a t a  re a s ona ble  ra te  of re turn to be  a pplie d to
the  fa ir va lue  ra te  ba s e . On the  ba s is  of the  e vide nce  pre s e nte d, the
Commis s ion  finds  the  p ros pe ctive  ra te  o f in fla tion , 2 .5% s hould  be
re move d font P e titione r's  12.0% cos t of e quity, to  a rrive  a t a  de fla te d
cos t of common e quity ca pita l of (9.5%) to be  us e d in computing a  fa ir
ra te  of re turn on the  fa ir va lue  of Pe titione r's  utility prope rty. Whe n this  is
done , the  re s ulting ra te  of re turn, which we  find s hould be  a pplie d to
Pe titioner's  fa ir va lue  ra te  base  of$l0,700,000, is  6. 10%.18

11

1 2

1 3 Duke P owe r Co., the  North

1 4

1 5

16

1 7

1 8

1 9

In two decis ions  issued on the  same  day, the  Supreme  Court of North Carolina  a lso addressed these

is s ue s . In S ta te  of North Ca rolina  e x re l. Utilitie s  Commis s ion e t a l.

Ca rolina  Supreme  Court concluded tha t "[the ] computa tion of the  cos t of capita l must be aayusted b y

the  Commiss ion in orde r to take  into account the  e ffect of the  fa ir va lue  increment on the  fa ir ra te  of

re turn."19 In cons truing a  s ta te  s ta tute , the  Court furthe r de te rmine d tha t the  fa ir va lue  incre me nt

mus t be  a dde d to the  e quity portion of a  utility's  ca pita l s tructure .20 Howe ve r, the  court he ld tha t

inclus ion of the  fa ir va lue  incre me nt in the  ca pita l s tructure  should re duce  the  ove ra ll ra te  of re turn.

The  court recognized tha t the  fa ir va lue  increment "is  an unrea lized paper profit to the  uti11ty."21 The

court provided the  following ana lys is :20

21

22

23

This  is  not to sa y tha t the  Commiss ion mus t now re vise  its  orde r so a s  to
pe rmit Duke  to ma ke  a n a dditiona l incre a se  of its  ra te s  sufficie nt to yie ld
additiona l ne t income  equa l to 11 pe r cent of the  fa ir va lue  incre me nt. It
is  for the  Commis s ion, not this  Court, to de te rmine  wha t is  a  fa ir ra te  of
re turn. I u .

24

25

27

28

26 18 Id. at 10 (emphasis added).
19State of North Carolina ex rel. Utilities Commission v. Duke Power Co., 285 N.C. 377, 397, 206 S.E.2d 269, 294 (N.C.
1974)(emphasis added).
20 Id. at 392, 206 S.E.2d at 279-80.
21Id.at 393, 206 S.E. ad at 280.
2:1 The 11% was the rate of return based on OCRB.

9

v.



1

2

3

4

5

6

7 e a rnings  a llowa ble  in the  future , g ive s  to  the  inve s tor in  the

8

9

10

11

12

[T]he  ca pita l s truc ture  of the  compa ny is  a  ma jor fa c tor in the
detennination of what is  a  fa ir ra te  of re turn for the company upon its
properties . There are, at leas t, two reasons  why the addition of the fair
value increment to the actual capital s tructure of the company tends  to
reduce the fair rate of return as computed on the actual capital structure.
Firs t, treating this  increment as  if it were an actual addition to the equity
capital of the company.... enlarges the equity component so that the risk
of the investor in common stock is  reduced. Second, the assurance that,
year by year, in times of inflation, the fair value of the existing properties
will rise, and the resulting increment will be added to the rate base so as to
increase
company s common stock an assurance of growth of dollar earnings per
share, over and above the growth incident to the  re inves tment in the
business of the company's actual retained earnings. As indicated by the
tes timony of all of the expert witnesses ... this  expectation of growth in
earnings is  an important part of their computations of the present cost of
capita l to the  company. When these  matters  are  properly taken into
account, the commission may, in its  own expert judgment, find that a fair
rate of return on equity capital in a fair value state, such as North Carolina,
is  presently less than l l per cent."

13

14

15

16

17

18

19

20

21

22

23

In State of North Carolina ex rel. Utilities  Commission et al. v. Virginia Electric and Power,

the North Carolina Supreme Court further discussed the concepts related to determining a fair value

rate of return. The court held that "[t]he Commiss ion may, in its  own expert judgment, find that a

fair rate of return on Vepco's  equity capital, including the fair value increment, is  less  than 12 per

cent (the rate of return it found fair without taking the fair value increment into account). How much

less, if any, is for the Commission, not for this Court, to determine."24

All of these authorities recognize that a WACC should not be applied, without adjustment, to

a FVRB. Modem financial models , such as  the Discounted Cash Flow Model ("DCF") and the

Capital Asset Pricing Model ("CAPM"), already account for investor expectations that are related to

increases  in the value of the utility's  assets .25 Therefore, applying a cos t of capital derived from

modem financial models  directly to a FVRB creates  redundancies  and double counting, thereby
24

leading to excessive and unreasonable rates. The adjus tments  to the  WACC tha t Staff has
25

26
recommended appropriately address the mismatch between the WACC and the FVRB .

27

28

23 DukePower, 285 N.C. at 396, 206 S.E. ad at 282 (emphasis added).
24 Id. at 413, 206 S.E.2d at 295.
25 See Exh. S-R8, Tab 3 at 314 (Cost of capital is synonymous with investor expected return), See also R-R1 at 17.
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3

THE EVIDENCE PRESENTED IN THIS CASE PROVIDES AN OPPORTUNITY
FOR THE COMMISSION TO APPLY ITS EXPERTISE AND DETERMINE AN
APPROPRIATE FVROR FOR THE COMPANY.

4

5

6

7

In this case, the Commission has been presented with a number of alternative methods for

determining the Company's FVROR. RUCO, for example, adjusted the WACC by removing an

inflation factor, thereby giving at a recommendation of 5.6. Staff's first alternative, which uses a

zero cost-rate for the Fair Value Increment, arrives at a recommendation of 6.34 percent. Staff's

8 second alternative, which develops a non-zero cost-rate for the Fair Value Increment, an*ives at a

9

1 0

1 1

1 2

recommendation of 6.54 percent.26 In addition, the record also contains testimony related to FERC's

method for determining a FVROR. For oil pipelines, FERC adjusts the cost of equity estimate for

inflation. Tr. at 203. Applying this kind of adjustment to the WACC in the present case yields a

FVROR of4.28. Tr. at 162-64.

1 3

1 4

It may be helpful to consider these various recommendations by considering the nature of the

inquiry underlying the determination of a FVROR. As Staff witness Purcell stated,

1 5

1 6

1 7

1 8

1 9

[t]his is a process that requires the exercise of judgment. It is therefore
more akin to estimating the cost of equity than it is to ascertaining the cost
of debt. Furthermore, certain aspects of the process for estimating the cost
of equity are relatively well established in financial theory. No such
similar parallel exists for determining the fair value rate of return. This is
why Staff has proposed two alternative calculations for the fair value rate
of return in this proceeding, i.e., to provide the Commission with a sense
of th; range for the fair value rate of return that is appropriate in this
case.20

2 1

22

23

24

25

In detennining an appropriate FVROR for Chaparral City, the Commission may consider all of the

available evidence and may use its expertise to reconcile the evidence and develop a reasonable

resolution. In other words, the Commission is not bound to adopt the specific recommendation of

any particular expert, but instead may use its expertise to synthesize the evidence and arrive at a

reasoned policy judgment. See Maine v. Norton, 257 F.Supp.2d 357, 389 (D. Me. 2003), Citizens

26

27

28

26 Staffs  second a lternative uses  1.25 percent as  the cos t-ra te for the Fair Value Increment. This  1.25 percent is  the mid-
point of a  range wherein the rea l risk-free ra te is  the maximum cos t-ra te for the Fair Value Increment and zero is  the
minimum cos t-ra te Conceptua lly, the Commiss ion could use any point within tha t range as  the cos t-ra te for the Fa ir
Va lue Increment.
27 Exp. s_R6 at 21.
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1
Tel. Co. v. Public Service Comm 'n ofKentueky, 247 S.W.2d 510, 514 (1952).

2

v. THE COMPANY'S REQ UES T F O R
3

T HE  C O MMIS S IO N S HO ULD DE NY
ADDITIONAL RATE CASE EXPENSE.

4 Staff opposes the  Company's  request to recover an additional $100,000 of ra te case expense.28

5 The  Company is  a lready recovering a  normalized leve l of reasonable  and prudent ra te  case  expense

6 through the  ra te s  tha t the  Coimniss ion e s tablished in Decis ion No. 68176.29 S ta ff the re fore  views the

7 additiona l ra te  case  expense  tha t the  Company has  requested as  be ing in excess  of a  normalized leve l

8 of reasonable  and prudently incurred costs.30

9

10 a ction tha t cha lle nge s  ra te s  e s ta blis he d by the  Commis s ion. The  bulk of the  a dditiona l ra te  ca s e

11 e xpe nse  tha t the  Compa ny se e ks  to re cove r is  re la te d to the  cos ts  of its  a ppe a l. The  Commiss ion,

12 through the  e xe rcis e  of its  e xclus ive  ra te ma ldng a uthority, ma y ce rta inly a llow the  Compa ny to

13 recove r such additiona l ra te  ca se  expense  if it chooses . None the le ss , such a  re sult would appea r to

VI. C O NC LUS IO N.1 5

16 S ta ff re comme nds  tha t the  Commiss ion a dopt S ta ff' s  firs t a lte rna tive  of 6.34 pe rce nt a s  the

17 Compa ny's  FVROR. Alte rna tive ly, S ta ff re comme nds  tha t the  Commis s ion a dopt its  s e cond

18 a lte rna tive  of 6.54 percent if the  Commission e lects  to adopt a  non-zero cost-ra te  for the  Fa ir Value

19 Increment. Fina lly, S ta ff recommends  tha t the  Commiss ion re ject the  Company's  reques t to recove r

20 additional rate  case expense.

21 RES P ECTFULLY s ubmitte d this  8 da y ofMa rc h, 2008.

22

23

24
J;

J'
\
\

w 2 - 4 8 .
t Wagner, Senior Counse l
s toppe r C. Ke e le y, Chie f Couns e l

_ g a l Divis io n
1200 West Washington Street
P hoe nix, Arizona  85007

2 5

2 6

2 7

28

28 Exp. s-R3 at 18.
29 Id. at 20-21 _

30 See Tr. at 268-69.
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